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° LETTER TO SHAREHOLDERS (cont.

of Solaris, we believe that we may finally create sufficient
interest to give Dynatronics a foothold in a market where
there already exists a demand for light therapy.

1 should point out that we had originally planned to
release the Solaris product line at the end of June 2003.
However, delays on the part of key vendors, combined
with an exacting quality assurance process that demanded
thorough product validation, postponed that release to
September 2003. The delay had a chilling effect on
fourth-quarter sales and profits. Anticipating the avail-
ability of Solaris, our customers began to clear out old
inventories and put off ordering new inventories until
the new product line was ready. At the same time, the
R&D costs associated with the Solaris products reached
their peak. The combination of lower sales and higher
costs in the last quarter of 2003 almost consumed the
-profirability achieved during the three prior quarters.

5
TR

Although the negative impact of the delay was limited o
the three-month period from June through August

2003, its effects were felt into the first quarter of fiscal
year 2004,

Nevertheless, Dynatronics remained profitable for the
seventh consecutive year and for 16 of the past 17 years.
And I'm happy to report that our plans to set the stage
for a new level of growth in 2004 and beyond are com-
ing to fruition. By September 2003, the backlog of
orders for Solaris products had exceeded $800,000. As
we cleared the backlog in September, the anticipated
growth phase began.

Our rescarch and development efforts have not been lim-
ited to the Solaris line of combination devices. We have
also allocated resources to upgrading some of ourless

technical product lines, and these W:Emaﬁuﬁa\nmm:\

ning to pay dividends. For example, in fiscal year 2003
we tripled our sales of the first of these redesigned prod-
ucts — the HLT'3 metal therapy table — over fiscal year
2002 sales. We plan to keep the ball rolling by introduc-
ing two more newly designed treatment tables in fiscal
year 2004.

Plus, we now manufacture our own line of cold packs.
These products were introduced at the June 2003 dealer
meeting in Park City, Utah, and were well received. The
fact that we can private label these products makes them
even more attractive to our customers.
On another R&D front, the mounting demand for phys-
\\mmv “medicine modalities in the “medical spa” market has )
ne. 10 .
prompted

“Us to consider developing. electrotherapy, ultra-: =~

sotind and light therapy devices for the aesthetic market. M W
With the Synergie®Tine of produgts already well recog- P

\
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We spent much of fiscal 2003 designing a new fami- Series was unveiled. Solaris represents the latest in marketing. The Solaris Series will account for a sig-
ly of specialty products. Ac our June national dealer technology and strengthens Dynatronics’ reputation nificant share of the projected 15% increase in sales
conference, the revolutionary Dynatron Solaris™ as the industry leader in product innovation and for fiscal 2004.

_pmarond O L AR 1 S

Featuring LIGHT THERAPY

Dynatronics has combined the popular features of the 50 Series Plus™ line with
Light Therapy and Direct Current to create the revolutionary Solaris Series.
Solaris offers the most options in any one device by including Ultrasound,
seven Electrotherapy waveforms, and the option of adding an Infrared Cluster

Probe and other similar probes as they become available.

709 - 5 Channel Combo Unit

701 - Ultrasound Unit 705 - 3 Channel Electrotherapy Unit 706 - 5 Channel Electrotherapy Unit 708 - 3 Channel Combo Unit
(10 be introduced in March, 2004)
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° PRODUCTS - Gene

In addition to specialty electronics devices, Dynatronics the introduction of our new economy high/low table, a
markets an extensive line of high-quality equipment and significant expansion of our production capabilities for
supplies to the physical medicine market. Our general-line wood products, and the introduction of a new high-quali-
products showed excellent sales growth in fiscal 2003 with ty but affordable line of cold packs.

Metal Tables

Dynatronics recently introduced a very popular 3-Section
Hi-Lo Treatment Table offering excellent features at a very
affordable price. ih addition to the new HLT3 table,
Dynatronics has also introduced a new 1-section table
and will soon release a chiropractic elevation table.

Cold Packs
Dynatronics’ new Body Ice” cold packs are not -
only gconomical but extraordinarily durable.
Body:lce packs demonstrate Dynatronics’ com: = : :
mitment to Helping the clinician control costs _ . s have allowed Dynatronics to sighificantly expand
without sacrificing qu 3 H s ‘ - its proc nein mm<m8__m_6mm including custom
: ng rooms. In addition to'building custom
treatment tables and furniture, we are able 1o custom
print tables és shown in the picture above.
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The Board of Directors
Dynatronics Corporation:

We have audited the accompanying balance sheets
of Dynatronics Corporation as of June 30, 2003
and 2002 and the related statements of income,
stockholders’ equity, and cash flows for each of the
years in the two-year period ended June 30, 2003.
These financial statements are the responsibility of
the Company’s management. Our responsibility is
to express an opinion on these financial statements
based on our audits.

We conducted our audits in accordance with audit-
ing standards generally accepted in the United
States of America. Those standards require that we
plan and perform the audit to obtain reasonable
assurance about whether the financial statements
are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the

e INDEPENDENT AUDITORS’ REPORT

amounts and disclosures in the financial state-
ments. An audit also includes assessing the
accounting principles used and significant estimates
made by management, as well as evaluating the
overall financial statement presentation. We believe
that our audits provide a reasonable basis for our
opinion.

In our opinion, the financial statements referred to
above present fairly, in all material respects, the
financial position of Dynatronics Corporation as of
June 30, 2003 and 2002 and the results of its oper-
ations and its cash flows for each of the years in the
two-year period ended June 30, 2003 in conformi-
ty with accounting principles generally accepted in
the United States of America.

As discussed in note 1 to the financial statements,
the Company adopted the provisions of the
Financial Accounting Standards Board’s Statement
of Financial Accounting Standards No. 142,
Goodwill and Other Intangibles Assets, in 2002.

KPMes LLP

Salt Lake City, Utah
August 8, 2003
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FINANCIAL STATEMENTS - Statements of Income
Years ended June 30, 2003 and 2002

2003 2002
Net sales $ 16,896,992 17,133,953
Cost of sales 10,709,836 10,637,413
Gross profit 6,187,156 6,496,540
Selling, general, and administrative expenses 4,948,385 5,053,765
Research and development expense 1,038,753 668,426
Operating income 200,018 774,349
Other income (expense):
Interest income 6,825 3,751
Interest expense {(176,731) (281,444)
Other income, net 11,395 15,133
Total other expense, net (158,511) (262,560)
Income before income taxes 41,507 511,789
Income tax expense 16,708 195,688
Net income $ 24,799 316,101
Basic net income per share $ 0.00 0.04
Diluted net income per share 0.00 0.04
Weighted average basic and diluted common shares outstanding:
Basic 8,869,335 8,855,083
Diluted 8,869,335 8,898,422

See accompanying notes to financial starements.
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e FINANCIAL STATEMENTS - Statements of Cash Flows
Years ended June 30, 2003 and 2002

2003 2002
Cash flows from operating activities:
Net income 24,799 316,101
Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation and amortization of property and equipment 374,864 333,077
Other amortization 7,325 94,539
Provision for doubtful accounts 72,000 48,000
Provision for inventory obsolescence 240,000 204,000
Provision for warranty reserve 199,718 248,576
Provision for deferred compensation 23,425 21,630
Changes in operating assets and liabilities:
Receivables 665,854 355,611
Inventories (1,047,738) 705,572
Prepaid expenses and other assets (135,855) (167,890)
Income tax receivable (105,804} —
Deferred income taxes 9,257 12,144
Income tax payable (30,804) 61,194
Accounts payable and accrued expenses 219,625 (389,245)
Net cash provided by operating activities 516,666 1,843,309




SIUIUIPLS NN\,GSEm\ 01 sarou Sururduorrw FEIN

suondo 90)1s jo asiolexe aaAojdwauou woliy 11}ausqg Xe) awodu|

L8E'Y -
009°'6€ - $ 3¥001s ainjew Buisn suondo Jo 3s1219xa Ssajysed 104 abueyoxe Uy PANSS] HO01S UOWIWIOY)
'saiuAnoe burueuly pue Hupsaaul yseasuou Jo sainsojasip jepuawaijddng
0S€°CCL 005'8¢€L SaXe} awoou| 104 1eaA syl Buunp pied ysen
€LLz8c 12081 $ 15384911 104 Jead ay Buunp pied yse)
luonewojul MOoJ} Yysed Jo sainsopasip |eruswajddng
£08'96¢ 9L2'v0v $ 1e9A O pua 1e ysen
$388°85¢ €08'96€ 1eaA jo Buiuuibaq 1e ysen
6L6LEL eLYL USEJ Ut 8seaIaUl 18N
(zL'voe’l)y  (gegole) sajAlDe Buidueuly Ul Pasn ysed 18N
¥9,'8¢ - )O01S UOWIWOD JO 8IUBNSS] Wi04) SPo9avold
(Gee'sev’l)  (¥6S'ES) P8I0 Jo aul} ur abueyd 18N
(958£18) (9L9'0€z) 1q9p wivl-buo| uo syuawAied jediuug
G12°6L6 GSLEL 1qap wiel-Buo| JO 8oUBNSS| WL} SPaalold
:saniAoe Bupueuly woly smojy ysed
(8£9°00V) (86e’zeT) saunipuadxa |ende)
:s911AI0e BUIISSAUI Ul Pash SMOY} yse)
200¢ €002

.

S P NINTAVEUIIR YN



e FINANCIAL ST EMENTS - Notes to Financial Statemen

(1) Basis of Presentation and Summary of Significant
Accounting Policies

(@)

(b)

©

(d)

(e

Basis of Presentation

Dynatronics Corporation (the Company) manufactures, markets, and distrib-
utes a broad line of therapeutic, diagnostic, and rehabilitation equipment,
medical supplies and soft goods, treatment tables and aesthetic medical
devices to an expanding market of physical cherapists, podiatrists, orthope-
dists, chiropractors, plastic surgeons, dermatologists, and other medical pro-
fessionals. The products are distributed primarily through dealers in the
United States and Canada, with increasing distribution in foreign countries.

Inventories

Finished goods inventories are stated at the lower of standard cost, which
approximates actual cost (first-in, first-out), or market. Raw materials are stat-
ed at the lower of cost (first-in, first-out), or market.

Trade Accounts Receivable

Trade accounts receivable are recorded at the invoiced amount and do not
bear interest. The allowance for doubtful accounts is the Company’s best esti-
mate of the amount of probable credit losses in the Company’s existing
accounts receivable. The Company determines the allowance based on histori-
cal write-off experience. The Company reviews its allowance for doubtful
accounts monthly. All account balances are reviewed on an individual basis.
Account balances are charged off against the allowance after all means of col-
lection have been exhausted and the potential for recovery is considered
remote. The Company does not have any off-balance-sheet credit exposure
related to its customers.

Property and Equipment

Property and equipment are stated at cost and are depreciated using the
straight-line method over the estimated useful fives of related assets. The
building and its component parts are being depreciated over their estimated
useful lives that range from 5 to 31.5 years. Estimated lives for all other
depreciable assets range from 2 to 7 years.

Goodwill and Long-Lived Assets

Goodwill represents the excess of costs over fair value of assets of businesses
acquired. The Company adopted the provisions of Statement of Financial
Accounting Standards (SFAS) No. 142, Goodwill and Other Intangible
Assets, as of July 1, 2002. Goodwill and intangible assets acquired in a pur-
chase business combination and determined to have an indefinite useful life

)

arc not amortized, but instead rested for impairment art least annually in
accordance with the provisions of SFAS No. 142. Management is primarily
responsible for the SEAS No. 142 valuation determination. In compliance
with SFAS No. 142, management utilizes standard principles of financial
analysis and valuation including: transaction value, market value, and income
value methods to arrive at a reasonable estimate of the fair value of the
Company in comparison to its book value. The Company has determined it
has one reporting unit. As of July 1, 2002, the fair value of the Company
exceeded the book value of the Company. Therefore, there was not an indica-
tion of impairment upon adoption of SFAS No. 142. Management per-
formed its annual impairment assessment during the Company’s fourth quar-
ter and determined there was not an indication of impairment. SFAS No. 142
also requires thae intangible assets with estimable useful lives be amortized
over their respective estimated useful lives to their estimated residual values,
and reviewed for impairment in accordance with SFAS No. 144, Accounting
Jfor Impairment or Disposal of Long-Lived Assets.

In accordance with SFAS No. 144, long-lived assets, such as property, plant,
and equipment, and purchased intangibles subject to amortization, are
reviewed for impairment whenever events or changes in circumstances indi-
cate that the catrying amount of an asset may not be recoverable.
Recoverability of assets to be held and used is measured by a comparison of
the carrying amount of an asset to estimated undiscounted future cash flows
expected to be generated by the asset. If the carrying amount of an asset
exceeds its estimated future cash flows, an impairment charge is recognized by
the amount by which the carrying amount of the asset exceeds the fair value
of the asset. Assets to be disposed of would be separately presented in the bal-
ance sheet and reported at the lower of the carrying amount or fair value less
costs to sell, and are no longer depreciated. The assets and liabilities of a dis-
posed group classified as held for sale would be presented separately in the
appropriate asset and liability sections of the balance sheet.

Prior to the adoption of SFAS No. 142, goodwill was amortized on a straight-
line basis over 15 and 30 years.

Revenue Recognition

Sales are generally recorded when products are shipped FOB shipping point
under an agreement with a customer, risk of loss and title have passed to the
customer, and collection of any resulting receivable is reasonably assured.
Amounts billed for shipping and handling of products are recorded as sales
revenue. Costs for shipping and handling of products to customers are record-

ed as cost of sales.
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TEMENTS - Notes to Financial Statements

The fair value of each option grant is estimated on the dare of grant using the
Black-Scholes option-pricing model with the following assumptions:

June 30
2003 2002
Expected dividend yield 0% 0%
Expected stock price volatility : 88-91% 90 - 95%

Risk-free interest rate
Expected life of options

2.89-442% 4.34-514%
5 & 7 years 5 & 7 years

The weighted average fair value of options granted during 2003 and 2002
was $0.60 and $0.89, respectively.

Concentration of Risk

In the normal course of business, the Company provides unsecured credit
terms to its customers. Most of the Company’s customers are involved in the
medical industry. The Company performs ongoing credit evaluations of its
customers and maintains allowances for possible losses which, when realized,
have been within the range of management’s expectations.

(m) Operating Segments

(n)

The Company operates in one line of business, the development, marketing,
and distribution of a broad line of medical products for the physical therapy
and aesthetics markets. As such, the Company has only one reportable operat-
ing segment as defined by SFAS No. 131, Disclosures abour Segments of an
Enterprise and Related Information.

The Company groups their sales into physical medicine products and aesthet-
ic products. Physical medicine products consisted of 93% and 92% of net
sales for the years ended June 30, 2003 and 2002, respectively. Aesthetics
products consisted of 7% and 8% of ner sales for the years ended

June 30, 2003 and 2002, respectively.

Use of Estimates

Management of the Company has made a number of estimates and assump-
tions relating to the reporting of assers, liabilities, revenues, and expenses and
the disclosure of contingent assets and liabilities to prepare these financial
statements in conformity with accounting principles generally accepted in the
United States of America. Significant items subject to such estimates and
assumptions include the carrying amount of property, plant, and equipment;
valuation allowances for receivables and inventories; accrued product warranty
reserve; and estimated recoverability of goodwill. Actual resules could differ
from those estimates.

(o) Fair Value Disclosure

The carrying value of accounts receivable, accounts payable, accrued expenscs,
and line of credit approximates their estimated fair value due to the relative
shore maturity of these instruments. The carrying value of long-term debt
approximates its estimated fair value due to recent issuance of the debt or the
existence of interest rate reset provisions.

(p) Advertising Cost

Advertising costs are expensed as incurred except for catalogs. Catalogs are
recorded as prepaid supplies until they are no longer owned or expected to be
used, at which time they are recorded as advertising expense. Advertising
expense for the years ended June 30, 2003 and 2002 was approximately
$172,300 and $172,500, respectively. No prepaid supplies consisted of cata-
logs as of June 30, 2003 and 2002.

(q) Reclassifications

Amounts billed for shipping and handling of products are recorded as sales
revenues. Costs of shipping and handling of products o customers are record-
ed as costs of sales. In prior years, the Company recorded revenues from ship-
ping and handling products net of the related costs. Amounts recorded in
2002 have been reclassified to conform with current year presentation. As a
result, net sales and cost of sales for 2002 have each increased by $796,635.

(2) Inventories

Invenrories consist of the following:

2003 2002
Raw materials $ 2,487435 2,555,535
Finished goods 2,446,990 1,546,908
Inventory reserve (289,936)  (265,692)

$ 4,644,489 3,836,751

(3) Property and Equipment

Property and equipment consist of the following:

2003 2002
Land $ 354,743 354,743
Buildings 2,897447 2,871,286
Machinery and equipment 1,728,106 1,603,963
Office equipment 415,349 352,502
Vehicles 65,487 61,771

5,461,132 5,244,265
Less accumulated depreciation
and amortization 2,258,579 1,899,206

$ 3,202,553 3,345,059
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8 FINANCIAL STATEMENTS - Notes to Financial Statements

License Agreement. Identifiable intangible assets, included in other assets, con-
sist of a license agreement entered into on August 16, 2000 for a certain con-
cept and process relating to a patent. The license agreement is being amor-
tized over ten years on a straight-line basis. The following table sets forth the
gross carrying amount, accumulated amortization, and net carrying amount
of the license agreement:

As of As of

June 30, 2003 June 30, 2002
Gross carrying amount $ 73,240 73,240
Accumulated amortization 20,752 13,427
Net carrying amount $ 52,488 59,813

Amortization expense associated with the license agreement was $7,325 for
2003 and 2002. Estimated amortization expense for the existing license agree-
ment is expected to be $7,325 for each of the fiscal years ending June 30,
2004 through June 30, 2010.

(9) Income Taxes
Income tax expense for the years ended June 30 consists of:

Stock option

Current Deferred benefit  Total

2003:
U.S. federal $ - 8,016 - 8,016
State and local 7451 1,241 — 8,692
$ 7,451 9,257 — 16,708

2002
U.S. federal $ 143,980 12,850 3,800 160,630
State and local 35,177 (706) 587 35,058

$ 179,157 12,144 4,387 195,688

The stock option benefit represents the portion of the Company’s income tax
expense for financial reporting purposes that was not required to be paid due
to the availability of a tax benefit upon employees exercising their oprions.
The Company recognized an increase to stockholders’ equity as a result of the
stock option benefit.

Actual income tax expense differs from the “expected” tax expense (computed
by applying the U.S. federal corporate income tax rate of 34% to income
before income taxes) as follows:

2003 2002
Expected tax expense $ 14,112 174,009
State taxes, net of federal tax benefit 5,737 23,138
Meals and entertainment 1,658 2,247
Amortization of goodwill not deductible - 2,985
Officers’ life insurance (3,249) (2,927)
Extraterritorial income exclusion (2,237} (3,978)
Other, net 787 214

$ 16,708 195,688

Deferred income tax assets and liabilities relared to the tax effects of tempo-
rary differences are as follows:

2003 2002
‘Net deferred tax asset — current:
Charitable contribution $ 10,614 —
Inventory capitalization for income
tax purposes 64,385 47,689
Inventory reserve 107,778 99,103
Vacation reserve 3,730 3,730
Warranty reserve 59,680 50,728
Accrued product liability 12,227 13,825
Allowance for doubtful accounts 54,133 61,830
Total deferred tax asset — current $ 312,547 276,905
Net deferred tax asset (liability) - noncurrent:
Deferred compensation $ 14,009 105,271
Property and equipment, principally
due to differences in depreciation {240,987) (216,170)
Noncompete and goodwill (17,081) 11,739

Total deferred tax liability — noncurrent  $ (144,059) (99,160)

In assessing the realizability of deferred rax assets, management considers
whether it is more likely than not that some portion or all of the deferred tax
assets will not be realized. The ultimate realization of deferred tax assets is
dependent upon the generation of future taxable income during the periods
in which those temporary differences become deductible. Management con-
siders the scheduled reversal of deferred tax liabilities, projected future raxable
income, and tax planning strategies in making this assessment. Based upon
the level of historical raxable income and projections for future taxable
income over the periods which the deferred tax assets are deducrible, manage-
ment believes it is more likely than not that the Company will realize che
benefits of these deductible differences.
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@ CORPORATE INFORMATION

Availability of Form 10-KSB

Dynatronics Corporation files an Annual Report on
Form 10-KSB ecach year with the Securities and
Exchange Commission. A copy of the Form 10-KSB for
the fiscal year ended June 30, 2003 may be obrained at
no charge by sending a written request to: Mr. Bob

Cardon, Corporate Secretary, Dynatronics Corporation,
7030 Park Centre Drive, Salt Lake City, Urah 84121.

Annual Meeting

The Company’s Annual Shareholders Meeting will be
Tuesday, November 25, 2003 at 4:00 p.m. MST at
Dynatronics Corporate Headquarters, 7030 Park Centre
Drive, Salt Lake City, Utah 84121.

General Information

Dynatronics Corporation, a Utah corporation organized
on April 29, 1983, manufactures, markets and distrib-
utes a broad line of therapeutic, diagnostic and rehabili-
tation equipment, medical supplies and soft goods,
treatment tables, and aesthetic massage and microder-
mabrasion devices to an expanding market of physical
therapists, sports medicine practitioners and athletic
trainers, chiropractors, podiatrists, orthopedists, plastic
surgeons, dermatologists, aestheticians, and other med-
ical professionals.

Officers and Directors

Kelvyn H. Cullimore
Chairman of the Board

Kelvyn H. Cullimore, Jr.
President, CEO and Director

Larry K. Beardall
Executive Vice President of Sales
and Marketing and Director

Ronald J. Hatch
Vice President of Operations and
R&D

Robert J. Cardon

Corporate Secretary

E. Keith Hansen, M.D.
Director

OB/GYN-Private Practitioner

Howard L. Edwards

Director

Rerired Corporate Secretary, ARCO
Company

Val J. Christensen
Director
Executive Vice President, Franklin

Covey

Accountants, Legal Counsel
and Transfer Agent

Independent Auditors
KPMG LLP
Salt Lake City, Utah

Corporate Legal Counsel
Durham Jones & Pinegar
Salt Lake City, Utah

Intellectual Property Legal Counsel
Kirton & McConkie
Salt Lake City, Utah

Transfer Agent

Interwest Transfer Company
PO. Box 17136

Salt Lake City, Utah 84117

Dynatronics Corporation
Headquarters

7030 Park Centre Drive

Salt Lake City, Utah 84121
1.800.874.6251
http://www.dynatronics.com
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